Investigating rationality in wage-setting by Bhalotra, Sonia
INVESTIGATING RATIONALITY IN WAGE-SETTING 
 
by 
 
 Sonia Bhalotra 
Department of Economics 
University of Bristol 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The Suntory Centre 
     Suntory and Toyota International Centres for 
     Economics and Related Disciplines 
     London School of Economics and Political Science 
Discussion Paper   Houghton Street 
No. DEDPS/10   London WC2A 2AE 
February 1998   Tel.: 020-7955 6674 
 
 
 
 
 
NB:  This PDF was retrospectively created in August 2002 of the STICERD 
discussion paper previously known as DERP no.10 which was published in 
1998.  
 
 
Abstract 
 
 
This paper investigates the efficiency wage hypothesis and derives a tractable 
expression for the profit loss incurred by deviations from the efficiency wage. The 
extent of the wage deviation can be inferred from production function parameters. 
The resulting profit loss is shown to depend upon the curvature of the effort function 
and the employment and wage elasticities of output. If the profit loss is small then 
near rationality may be claimed even if the hypothesis of rationality is statistically 
rejected. An application to Indian manufacturing is presented, which suggests that 
rationality cannot be rejected and that the profit function is remarkably flat around the 
optimum. This is consistent with positive effort returns to increasing the wage beyond 
its efficient level. 
 
Keywords: Efficiency wages; near-rationality; panel data; India. 
JEL Nos.: J41,  C23, O15. 
 
 
 
 
© by the authors. All rights reserved. Short sections of text, not to exceed two 
paragraphs, may be quoted without explicit permission provided that full credit, 
including © notice, is given to the source. 
 



















































